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INDEPENDENT AUDITOR’S REPORT

Board of Directors
Penates Group, Inc.
Phoenix, Arizona

We have audited the accompanying statement of financial condition of Penates Group, Inc. as of December 31,
2004, and the related statements of operations, changes in stockholders' equity, and cash flows for the year then
ended that you are filing pursuant to rule 17a-5 under the Securities Exchange Act of 1934, These financial
statements are the responsibility of the Corporation's management. Our responsibility is to express an opinion on
these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of America.
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of Penates Group, Inc. as of December 31, 2004, and the results of its operations and cash flows for the
year then ended, in conformity with accounting principles generally accepted in the United States of America.

Our audit was conducted for the purpose of forming an opinion on the basic financial statements taken as a whole.
The information contained in the supplemental schedules is presented for purposes of additional analysis and is
not a required part of the basic financial statements, but is supplementary information required by rule 17a-5 of
the Securities Exchange Act of 1934. Such information has been subjected to the auditing procedures applied in
the audit of the basic financial statements and, in our opinion, is fairly stated in all material respects in relation to
the basic financial statements taken as a whole.

Phoenix, %
February 3, 2005

PEOPLE. PRINCIPLES. POSSIBILITIES.
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PENATES GROUP, INC.
STATEMENT OF FINANCIAL CONDITION
DECEMBER 31, 2004

ASSETS
Cash and cash equivalents
Securities available for sale
Déposit with clearing organization

Commissions receivable

LIABILITIES AND STOCKHOLDERS' EQUITY
Accounts payable and accrued expenses

Stockholders' equity
Common stock - no par value; 1,000,000 shares authorized;
25,000 shares issued and outstanding
Accumulated other comprehensive income(loss)
Retained earnings

See Notes to Financial Statements

13,013
23,000
15,000

19,639

. 70,651

788

25,000
(5,610)
50,474

69,864

70,651




PENATES GROUP, INC.
STATEMENT OF OPERATIONS
FOR THE YEAR ENDED DECEMBER 31, 2004

REVENUE

Commissions $ 290,306
Interest and rebates , 11,599
' ’ 301,905
- EXPENSES
Commissions and floor brokerage v 128,261
Occupancy 135,386
Communications 3,705
Other expenses : _ 24,657
: 292,009
~ NET INCOME o 9,897 -
OTHER COMPREHENSIVE INCON[E(LOSS) :
Unrealized holding loss v . (5,610)
COMPREHENSIVE INCOME : : $ 4,287

See Notes to Financial Statements




PENATES GROUP, INC.

STATEMENT OF CHANGES IN STOCKHOLDERS’ EQUITY

FOR THE YEAR ENDED DECEMBER 31, 2004

Accumulated
‘ Other
Common Retained Comprehensive
Stock Earnings Income(Loss) Total

BALANCES AT DECEMBER 31,2003 S 25,000 .$ - 116,598 $ - 3 141,598

Netincome - 9,897 - 9,897
Unrealized holding loss (5,610) (5,610)
Distributions . (76,021) ] (76,021)

$ 50,474 $ (5,610) § 69,864

BALANCES AT DECEMBER 31,2004 § 25,000

See Notes to Financial Statements




PENATES GROUP, INC.
STATEMENT OF CASH FLOWS
FOR THE YEAR ENDED DECEMBER 31, 2004

' CASH FLOWS FROM OPERATING ACTIVITIES

Net income
Charges to net income not affecting cash
Unrealized holding loss

Adjustment to reconcile net income to net cash provided by operating activities

Decrease in ‘
Commissions and other receivables
- Decrease in _
Accounts payable and accrued expenses
Total adjustments

Net cash provided by operating activities

CASH FLOWS USED BY INVESTING ACTIVITY

Purchase of securities available for sale

CASH FLOWS USED BY FINANCING ACTIVITY

Distributions to stockholders

NET DECREASE IN CASH AND CASH EQUIVALENTS
CASH AND CASH EQUIVALENTS, BEGINNING OF YEAR

CASH AND CASH EQUIVALENTS, END OF YEAR

See Notes to Financial Statements

9,897

(5,610)

62,545

(41,084)

15,851

25,748

' (23,000)

(76,021)

(73,273)

86,286

13,013




PENATES GROUP, INC.
NOTES TO FINANCIAL STATEMENTS
FOR THE YEAR ENDED DECEMBER 31, 2004

NOTE 1- NATURE OF OPERATIONS AND SIGNIFICANT ACCOUNTING POLIC[ES

Penates Group, Inc. (the Corporation) is an S Corporation, which was formed under the laws of the State of
- Arizona on August 27, 1997. Business operations began in October 1997, with operating revenue beginning in
March 1998. The Corporation is a licensed broker dealer operatmg in metropolitan Phoenix, Arizona that is
- registered with the Securities and Exchange Commission (SEC) and is a member of the National Association of
Securities Dealers (NASD). The Corporation limits its activity to selling mutual fund investments, annuities and
general securities on a “fully disclosed basis.”

The Corporation operates under the provisions of Paragraph (d)(2)(ii) of Rule 15¢3-3 of the Securities and
Exchange Commission and, accordingly, is exempt from the remaining-provisions of that the Rule. Essentially,
the requirements of Paragraph (k)(2)(ii) provide that the Corporation clear all transactions with and for customers
on a fully disclosed basis with a clearing broker/dealer and promptly transmit all customer funds and securities to
the clearing broker/dealer. The clearing broker/dealer carries all of the accounts of such customers and maintains
and preserves all related books and records as are customarily kept by a clearing broker/dealer.

CASH AND CASH EQUIVALENTS

For the purpose of the statement of cash flows, the Corporation considers all highly liquid assets having a
maturity of three months or less to be cash equivalents.

SECURITIES AVAILABLE FOR SALE

Securities available for sale consist of securities not classified as trading securities nor as securities to be held to .
maturity.

' Unreallzed holding losses on securities available for sale are reported as a net amount in a separate component of
stockholders’ equity until realized.

SECURITIES TRANSACTIONS

Proprietary securities transactions, commission revenue and related party expenses are recorded on a trade date
basis. Liabilities for trade date basis purchases of securities represent obligations to the Corporation’s clearing
broker/dealer for transactions executed but not yet settled.

ADVERTISING

Advertising costs are expensed as the advertising is incurred. Advertising expense in 2004 was approximately
$1,600.

USE OF ESTIMATES

The preparation of financial statements in accordance with accounting principles generally accepted in the United -
States of America requires management to make estimates and assumptions that affect the reported amount of

assets and liabilities at the date of the financial statements and the reported amounts of revenue and expenses

during the reporting year. Actual results could differ from those estimates.

INCOME TAXES
The Corporation and its stockholders have elected to be taxed as an S .Corporation for income tax purposes.

Under such election, the Corporation is not subject to corporate income taxes. Instead, the stockholders are liable
for income taxes on their proportionate shares of the Corporation’s taxable income.

-6-




'NOTES TO FINANCIAL STATEMENTS

NOTE 2 - SECURITIES AVAILABLE FOR SALE

The carrying amounts of securities available for sale as shown in the balance sheet of the Corporation and their
approximate fair values consist of the following at December 31, 2004:

Unrealized
Holding Fair
Loss Value
Securities available for sale ' v '
Equity securities ' $ (5,610) $ 23,000

NOTE 3- RELATE‘D PARTIES

The Corporatlon has reoccumng transactions with Penates Corporation, a related entity under the common control
- of stockholders, through the course of normal operations. The amount paid to Penates Corporation for personnel,
computer, management fees, and rent was approximately $132,000 in 2004.

NOTE 4- NET CAPITAL REQUIREMENTS

The Corporation is subject to the Securities and Exchange Commission Uniform Net Capital Rule (rule 15¢3-1),
which requires the maintenance of minimum net capital and requires a specific ratio of aggregate indebtedness to
net capital, both as defined. At December 31, 2004, the Corporation had net capital of $66,414, which is in
excess of its required net capital of $5,000. The Corporatlon s net capital ratio was .01 to 1 in 2004.

NOTE 5- RESERVE REQUIREMENTS

The Corporation is exempt from Securities and Exchange Commission Rule 15¢3-3 under section (k)(2)(A) and,‘
therefore, is not required to make the periodic computation for determination of reserve requirements and
information relating to the possession and control requirements under Rule 15¢3-3.

NOTE 6 - OFF-BALAN CE-SHEET RISK AND CONCENTRATION OF CREDIT RISK

- As discussed in Note 1, the Corporatlon s customers’ securities transactlons are introduced on a fully disclosed
basis with its cleanng broker/dealer The clearing broker/dealer carriés all of the accounts of the customers of the
Corporation and is responsible for execution, collection of and payment of funds and receipts and delivery of
securities relative to customer transactions. Off-balance-sheet risk exists with respect to these transactions due to
the possibility that customers may be unable to fulfill their contractual commitments, wherein, the clearing
broker/dealer may charge any losses it incurs to the Corporation. The Corporation seeks to minimize this risk
through procedures designed to monitor the credit worthiness of its customers and that customer transactions are
executed properly by the clearing broker/dealer. :

Commissions receivable represents amounts due the Corporation from its clearing broker/dealer, mutual funds
and annuity issuers relating to customer securities transactions introduced by the Corporation.




NOTES TO FINANCIAL STATEMENTS

NOTE 7-  SUBSEQUENT EVENT

~Subsequent to year end, the Company declared and paid a dividend of $20,000.




PENA TES GROUP, INC.

SUPPLEMENTAL SCHEDULE OF COMPUTATION OF NET CAPITAL UNDER
RULE 15¢3-1 OF THE SECURITIES AND EXCHANGE COMMISSION

FOR THE YEAR ENDED DECEMBER 31, 2004

NET CAPITAL

Total stockholders equity qualified for net capital $ ‘69,864
Deductions and/or charges for non-allowable assets | ,
Furniture and equipment -
Net capital before haircuts on securities positions - 69,864
Haircuts on securities (computed, where applicable, pursuant to rule 15¢3-1(f) :
Other o v 3,450
‘ $ 66,414
AGGREGATE INDEBTEDNESS
Total liabilities from statement of financial condition $ 788
COMPUTATION OF BASIC NET CAPITAL REQU]REMENT
‘Minimum net éapital required , $ 5,000
Excess ﬁet capital : | ’ ' $ 61,414
Ratio; Aggregate indebtedness to net capital : ‘ Oltol
Net cap1ta1 as reported in Company s Part II (Unaudited) FOCUS report,

and per above , ‘ b 66,414
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INDEPENDENT AUDITOR’S REPORT ON INTERNAL CONTROL
REQUIRED BY SEC RULE 17a-5

Board of Directors
Penates Group, Inc.
Phoenix, Arizona

In planning and performing our audit of the financial statements of Penates Group, Inc. (the Corporation), for the
year ended December 31, 2004, we considered its internal control, including control activities for safeguarding
securities, in order to determine our auditing procedures for the purpose of expressing our opinion on the financial
statements and not to provide assurance on the internal control.

Also, as required by rule 17a-5(g)(1) of the Securities and Exchange Commission (SEC), we have made a study
of the practices and procedures followed by the Corporation including tests of such practices and procedures that
we considered relevant to the objectives stated in rule 17a-5(g) in making the periodic computations of aggregate
indebtedness (or aggregate debits) and net capital under rule 17a-3(a)(11) and for determining compliance with
the exemptive provisions of rule 15c3-3(e). Because the Corporation does not carry security accounts for
customers or perform custodial functions relating to customer securities, we did not review the practices and
procedures followed by the Corporation in any of the following:

1. Making quarterly securities examinations, counts, verifications, and comparisons and the recordation
of differences required by rule 17a-13.

2. Complying with the requirements for prompt payment for securities under Section 8 of Federal
Reserve Regulation T of the Board of Governors of the Federal Reserve System.

3. Obtaining and maintaining physical possession or control of all fully paid and excess margin
securities of customers as required by rule 15¢3-3.

The management of the Corporation is responsible for establishing and maintaining internal control and the
practices and procedures referred to in the preceding paragraph. In fulfilling this responsibility, estimates and
judgments by management are required to assess the expected benefits and related costs of controls, and of the
practices and procedures referred to in the preceding paragraph, and to assess whether those practices and
procedures can be expected to achieve the SEC’s above-mentioned objectives. Two of the objectives of internal
control and the practices and procedures are to provide management with reasonable, but not absolute, assurance
that assets for which the Corporation has responsibility are safeguarded against loss from unauthorized use or
disposition, and that transactions are executed in accordance with management's authorization and recorded
properly to permit preparation of financial statements in conformity with accounting principles generally accepted
in the United States of America. Rule 17a-5(g) lists additional objectives of the practices and procedures listed in
the preceding paragraph. '

PEOPLE. PRINCIPLES. POSSIBILITIES.
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Because of inherent limitations in internal control or the practices and procedures referred to above, errors or
irregularities may occur and not be detected. Also, projection of any evaluation of them to future periods is
subject to the risk that they may become inadequate because of changes in conditions or that the effectiveness of
their design and operation may deteriorate. Our consideration of internal control would not necessarily disclose
all matters in internal control that might be material weaknesses under standards established by the American
Institute of Certified Public Accountants. A material weakness is a condition in which the design or operation of
the specific internal control components does not reduce to a relatively low level the risk that error or fraud in
amounts that would be material in relation to the financial statements being audited may occur and not be detected
within a timely period by employees in the normal course of performing their assigned functions. However, we
noted no matters involving internal control, including control activities for safeguarding securities that we
consider to be material weaknesses as defined above.

We understand that practices and procedures that accomplish the objectives referred to in the second paragraph of
this report are considered by the SEC to be adequate for its purposes in accordance with the Securities Exchange
Act of 1934 and related regulations, and that practices and procedures that do not accomplish such objectives in
all material respects indicate a material inadequacy for such purposes. Based on this understanding and on our
study, we believe that the Corporation's practices and procedures were adequate at December 31, 2004 to meet the
SEC's objectives.

This report is intended solely for the information and use of the Board of Directors, management, the Securities
and Exchange Commission, the National Association of Securities Dealers, Inc. and other regulatory agencies that
rely on Rule 17a-5(g) under the Securities Exchange Act of 1934 in their regulation of registered brokers and
dealers, and is not intended to be and should not be used by anyone other than these specified parties.

A

Phoemx Arizona
February 3, 2005
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